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SOCIAL SECURITY 


b hers year 1944 will no doubt witness, among other 
things, a gathering of the forces and pressures which 
have been building up to expand the social security system. 
Before the discussion becomes too heated, it may be well to 
survey the situation with a view to clarifying some of the 
basic matters involved. 

To begin with, the objective aimed at is to be described 
most accurately as a particular form of economic security, 
namely, a certain security of minimum income. All of the 
laws that have been passed provide that under certain cir- 
cumstances, such as old age, unemployment, or need, benefit 
payments shall be made. The amount and duration of such 
payments are determined by appropriate formulas in the 
several titles of the laws. 

The real economic objective is, of course, not the money 
income per se, but the goods and services required for sub- 
sistence. Under the kind of economic order which now pre- 
vails, income failure results, in the great majority of cases, 
in inability to obtain consumption goods and services. Re- 
duced to its fundamentals, any and every form of aid 
involves the same principle, namely a sharing of the goods 
and services produced by the workers with those who, for 
any reason, are not a part of the working group, and who 
lack the means of purchase. 


As long as the economic processes of production continue 
to function in an efficient and orderly manner, the primary 
goal of economic security, which is subsistence, can be 
achieved for the various classes of dependents by paying to 
them stated amounts of money income. One of the impor- 
tant functions of money is to facilitate the apportionment 
of the national product among the people. Each person who 
receives money can exchange it for goods, and each person 
who supplies goods or services wanted by others can ex- 
change them for money. So far as the satisfaction of wants 
is concerned, it is more important that there be bountiful 
production of goods than that there be an abundance of 
money. 

The entire social security program reflects a naive faith 
and confidence in the permanence and integrity of the 
economic system. This program assumes that production will 
go on, that there will always be the necessary activities of 








saving, investment, risk-bearing, etc., which are inv 
a large and continuous flow of consumer goods. 
also a stability of prices such as will enable 
beneficiaries of social security to obtain, wit 
money incomes authorized by law to be paid, a ‘* = 

more or less adequate to sustain life and prese 

The literature of social security is quite deficient in its 
recognition of this point. In general, its tone is critical, even 
condemnatory, of the existing distributional arrangements 
and its emphasis reveals the characteristic viewpoint of the 
welfare group, which is that the world’s chief need is more 
nearly uniform pieces of pie rather than a larger pie. 

It is obvious that the entire schedule of social security 
benefits would be hopelessly inadequate in face of any seri- 
ous inflation of prices. But it is equally obvious that any 
effort to adjust for the inflation merely by increasing the 
money incomes of those not engaged in production, except 
by heavier taxation of the producers’ incomes, would simply 
make the situation worse, 

The foundation of that kind of economic security which 
is rather erroneously called social security, is large and con- 
tinuous production. If this nation or any other is to be in 
a position permanently to share the total national product 
between the worker and the nonworket groups in a propor- 
tion that will satisfy the national aspirations, much more 
thought and attention must be given to the ways and means 
of sustaining and enlarging the product than have been 
manifested in the works of the social planners. 

In this connection, it is of interest to note the estimates 
of age distribution in the population over the next 40 years. 


Age Groups 1940 1950 1960 1970 1980 


(in thousands) 


Under 14 cern . 33,115 32,442 31,694 30,130 29,259 
be ree 89,598 96,916 100,475 103,045 101,712 
65 and ovet....... 8,956 11,203 14,818 17,995 22,051 

FOP sincnming 131,669 140,561 146,987 151,170 153,022 


According to this calculation, the number of persons aged 
65 and over will increase by 13,095,000 from 1940 to 
1980, while the number of persons in the age group 15 
to 64 will increase by only 12,114,000 in the same time. 
That is, the number of aged, and hence the number of 





1U. S. Bureau of the Census, Special Release of Estimates Prepared by the 
National Resources Planning Board. July 23, 1941. 
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candidates for some form of old-age assistance, will grow 
more rapidly over the next 40 years than that group from 
which the labor force is to be drawn. 

One of the practical aspects of any social security pro- 
gram is the question, how large a share of the product the 
workers are willing to allow to the aged and the other 
dependents. To raise this question involves no reflection 
upon the generosity or the humanitarian attitude of the 
working group. Rather it should imply the need of a plain 
recognition of the practical limits of that generosity. 

There is confusion of thinking over various aspects of 
social security. Among the important matters regarding 
which clarification of ideas appears to be needed are the 
following: (1) the cost of social security; (2) the true 
significance of the reserve fund; (3) the distinction between 
insurance and the relief of need. 

The cost of the social security program can be inter- 
preted, for the time being, in either of two ways. These 
are, first, the actual payments to beneficiaries plus the ex- 
penses of administration; or second, the amounts actually 
collected for social security purposes from workers, em- 
ployers and the general taxpayers. Eventually, under the 
plans and prospects now visible, the two concepts of cost 
will merge. That is, the total special tax collections from 
workers and employers will be absorbed and further drains 
will also have to be made on the Treasury’s general rev- 
enues, to pay all of the benefits plus the administrative ex- 
penses. For some time yet to come, however, the collections 
will exceed the payments, and the excess will be carried 
as a so-called reserve. Until the day arrives when the pay- 
ments exceed the yield of the special taxes and it becomes 
necessary to supplement their yield with appropriations 
from the general fund, the significance of the fiscal opera- 
tions is obscured by the assumptions being made relative to 
the reserve and the alleged application of an insurance 
principle. 

For example, it will be held by some that all of the 
payments now being made by workers and employers are 
devoted to the purpose of (a) paying benefits currently 
due, and (b) creating a reserve, on some kind of insurance 
principle, whereby those now subject to payroll taxes will 
receive benefits in the future without involving a burden 
on anyone at that time. This is the view commonly held by 
all of the advocates of social security. It implies that costs 
or burdens endured now are a means of avoiding or dimin- 
ishing costs or burdens otherwise to be borne by some one 
later. 

In the writer's view this idea is completely erroneous. 
It is true that the particular individuals who, as workers, 
are now subject to payroll taxes will not be subject to such 
taxes during the periods when they may be receiving un- 
employment compensation or old-age pensions, for they 
will not then be on any payroll. But the fallacy involved is 
in the assumption that the payments which they now make, 
in excess of benefits now paid to some one else, can actually 





lighten the cost of their own benefits to those who are doing 
the work at the time when the present generation retires 
and must be provided for. 

In other words, the central issue is this—Is the total of 
the social security taxes now paid a discharge of both 
present and future costs of the security program, or is it 
in part a system of taxation for security and in part taxa- 
tion for other governmental costs? If it be the latter then 
it cannot in any degree represent a contribution toward the 
reduction of future security costs. 

The answer to these questions is that a large part of the 
special social security taxation now imposed is really for 
other purposes, In the calendar year 1943 the tax receipts 
less administrative costs in the old-age fund were $1,210 
million while the benefit payments were $166 million. 
Assuming the scheduled increases in the tax rates, the 
receipts for old-age insurance benefits in 1947 would range 
from a low of $2,312 million to a high of $3,665 million, 
according to estimates by the Social Security Board, while 
benefit payments in that year might be, according to the 
same source, as low as $380 million or as high as $775 
million. 

On the basis of this projection, the tax collections in 
1947 could exceed benefit payments by an amount which 
could be anywhere between $1.5 billion and $3.3 billion. 
The result of this procedure from the beginning of the 
system to 1947 would be a total excess of taxes over benefits 
in an amount ranging from $11,346 million to $14,651 
million, including interest. 

The law requires the Social Security Board to report to 
Congress immediately whenever the trust fund for old-age 
and survivors insurance during the next five years will 
exceed three times the highest estimate of annual expendi- 
tures during that period. Taking the lowest estimate of the 
fund and the highest estimate of the expenditures from the 
foregoing data, it appears that the fund would be more 
than fourteen times the annual expenditures, Here is pro- 
vided ample support for the decision of Congress to 
“freeze” the tax rate for another year. 


The accumulation of surplus receipts is known as the 
reserve fund. These receipts are ‘‘invested,” as the law 
euphuistically puts it, in government debt obligations. These 
debt obligations may be either special, nonnegotiable is- 
sues, or they may be regular issues bought in the market. 
To date the bulk of the so-called reserve is in special 
issues. 

In an accounting sense these bonds are “assets” in the 
fund. But this easy use of an accounting concept has ob- 
scured the real significance of what is involved in the 
process of taxing and of borrowing a large part of the 
yield of the tax. In the ordinary business sense, an asset 
represents a claim against others, If an insurance company 
holds government bonds, its policy holders have a claim, 
for interest and principal payments on those bonds, against 
the federal taxes paid by all of the people. But when the 
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government diverts the social security taxes to other pur- 
poses and requires a Board of Trustees to hold the govern- 
ment’s own bonds as an “asset,” it is merely creating a 
pledge that federal taxes will be levied in future to carry 
and redeem those bonds. 

But the fact that taxes have been collected and that the 
reserve fund now has alleged “assets” representing these 
taxes is supposed to be a process of paying, now and in 
advance, for th: benefits which the workers who are paying 
these taxes are to receive later. If this supposition were 
sound, then there should be no taxation required later in 
order to pay the benefits when they become due. 

The supposition is not sound. Taxes will be necessary 
later if the Social Security Board is ever to make any use 
of the fund assets. The prospect is that this fund will 
continue to grow for some time to come. As the expanding 
benefit payments overtake the current social security tax 
collections, one of two policies would be appropriate with 
regard to the fund: 

(1) The assets could be liquidated as needed to 
supplement the tax receipts; 

(2) The fund could be kept intact and the in- 
terest due on it could be used as a supple- 
ment to current receipts instead of being 
added to the principal as at present. 

Under either policy, taxation would then be increased. 
The fiction of crediting interest to the fund today involves 
no tax burden. It is only a bookkeeping operation. But 
whether the bonds are sold to the public or the interest 
is drawn out for benefit payments, real money is required 
and can be obtained only through taxation. If the bonds 
are sold, more taxes will inevitably be required for their 
redemption. In short, as the total benefits payable increase, 
the federal taxes must also increase, and the quantity of 
so-called ‘‘assets’ held as a reserve will not affect the future 
tax bill for these benefits. In the meantime, the accumula- 
tion of the alleged reserve has merely been a device whereby 
workers and employers have been induced to pay more taxes 
for general purposes than would have been the case other- 
wise. The reserve is a pure illusion so far as concerns any 
future lightening of the cost of old-age benefits, In large 
part, the taxes for old-age benefits have constituted a 
species of compulsory loan by workers and employers to 
the federal government. 

It is true that the workers who are now being taxed will 
not be taxed again when they begin to collect benefits except 
as they may be affected by general federal taxes. The next 
generation of workers will be penalized, for they will be 
subject to their own payroll taxes and also to the general 
taxes to service the debt to the fund as that debt passes 
into the hands of the public. 

A naive belief is encountered in some quarters that an 
advantage is in some way to be gained by requiring part 
of the cost to be met from general revenue. The general 
taxpayer, rather than the workers and employers, is thus 





expected to carry part of the load. The implication is that 
there is some group, distinct from those subject to the 
special security taxes, that supplies the general treasury 
revenues. Thus the CIO Department of Research and Edu- 
cation states, in a recent pamphlet, “It is assumed that the 
government will later bear part of the costs of the old age 
and survivors’ insurance programs.”’! 

Except for curious notions of this sort, it would be 
unnecessary to emphasize the fact that the great bulk of all 
general federal revenues is paid by workers and employers. 
The number of those who can pay taxes and who would 
be outside these classifications is small and their taxes are 
not important in relation to the total. While there would 
be differences in individual tax burdens, if the program 
were to be financed by general taxes, it would still be true 
that the workers and their employers were paying the bill. 

Finally, despite the changes in terminology whereby it is 
sought to effect a shift away from the eleemosynary con- 
cept by calling it a system of social insurance, there is still 
no serious application of insurance principles. Changing 
the name accomplishes nothing except a change of name. 
The relief of need is and will remain the basic character- 
istic of the entire program. The issue of terminology arises 
only with respect to the old-age benefit which is now called 
old-age and survivors insurance. The federal government 
contributes from general funds to state programs for old- 
age assistance, aid to dependent children and aid to the 
blind (the so-called categorical aids). These programs are 
all based on need and belong in the general class of wel- 
fare or relief expenditures, The system of relief during 
unemployment has not yet been described in the law as 
insurance. 

The one thing that distinguishes the old-age benefit pro- 
gram from a system of organized public charitable relief 
is that the workers in covered industries are subject to a 
tax on wages. There is no question of a means test, but the 
sharpest divergence from genuine insurance is provided by 
the loading of the benefit formula in favor of the small 
income. The motive for this is evidently derived from the 
assumption that the small income recipient, having little or 
no opportunity to save, will experience greatest need when 

earnings fail. But a formula which requires that relatively 
more be paid out to the one who has contributed less to the 
fund is obviously based on philanthropic, not actuarial 
principles. 

A second departure from a real insurance principle is the 
introduction of additional classes of beneficiaries. The con- 
tribution to the fund is at a fixed rate per dollar of wages 
earned up to $3,000. There are no differences in the amount 
of “premium” paid by the worker or by his employer ac- 
cording to differences in the number of supplementary 
beneficiaries, A given amount of “premium” will purchase 
a definite amount of insurance, and no insurance company 





1"*For the Nation’s Security, 


‘ "* issued by the CIO Committee on Social 
Security, Autumn 1943, p. 20. 
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would consider giving more insurance for a stated premium 
simply because the applicant had one or more dependents. 
Under the social security law, the “premium” paid by each 
worker, on the basis of his wages, assures eligibility to 
benefit payments both for the worker and for such supple- 
mentary beneficiaries as there may happen to be. In other 
words, the total payable in any case is determined by need, 
and not by reference to any actuarial principle. 

A third instance of disregard of good insurance practice 
is in the provision which suspends an old-age benefit for 
any month in which the individual earns $15 or more. If 
the old-age benefit is a bona fide insurance annuity, paid 
to the individual because he made contributions out of his 
earnings for that purpose, then he has a definite right to 
receive that annuity on and after attaining age 65. At most, 
the payment is a modest one. But the person who retires 
on his pension dare not supplement it by earning in a 
covered industry more than $14.99 in any month or the 
benefit will be held up for that month, 


Strangely enough, the retired worker can earn what he 
is able to in an uncovered industry without losing his bene- 
fit. Or he can obtain a supplemental old-age assistance grant 
without such loss. For example, the man who retires at 65 
with a monthly old-age benefit of $25, in a state where the 
maximum monthly old-age assistance grant is $40 might 
be awarded a supplemental benefit of $15 without loss of 
his old-age benefit. It is a curious system that would stop 
his benefit if he earned $15 by working but would continue 
that benefit if he obtained another $15 from the taxpayers. 


Here is an excellent illustration of the “lump of labor” 
argument that has underlain organized labor's insistence 
on working and output restrictions. According to this 
argument there is only so much work to be done. If 
it be done too fast, or if too many be allowed to help 
do it, the work will be finished sooner and all will then 
be idle. If this conception of the economy be sound, 
then there would be greater prosperity if the retiring age 
were set at 50 instead of 65 and if the age of entering 
industrial employment were set at 25 rather than 18 years. 

The idea is absurd, not sound. Working creates other 
work to be done. It also creates the income with which to 
buy the goods produced. 

Nothing is more conducive to the maintenance of health 
and morale than the opportunity to keep on working. If all 
persons who reach 65. and who desire to continue at their 
jobs are to forego, during their employment, the modest 
annuity for which they have already paid, the conclusion 
must be that the receipt of wages is deemed to indicate no 
need for the annuity. In other words, the worker is to be 
forced off the payroll, and thus to be put in a position of 
real need, before he can collect his old-age insurance 
annuity. This is a travesty on genuine insurance. 

Taxation of workers and employers for general purposes 
under the guise of relieving the next generation from the 





burden of supporting these workers in their old age is a 
travesty on finance. 

Since a social security program has become an accepted 
and established national system, there should be some real- 
istic thinking on fundamental matters of theory and policy. 
This thinking should be directed toward the elimination of 
erroneous notions and false pretenses, in order to place the 
system upon a sound basis. Since the goal is typified by the 
expression “insurance,” effort should be made to determine 
the kind or type of insurance that is most apt, under the 
circumstances. Since the purpose of the contributary feature 
is to provide the beneficiaries with a share of the current 
product, this process should not become a means of collect- 
ing huge sums from workers and employers for general 
purposes. 

Both of these objectives can be achieved. Instead of 
operating on a plan modeled from and somewhat resembling 
level premium insurance, which involves a current tax or 
premium receipts in excess of disbursements and the ac- 
cumulation of a huge “‘reserve,” there should be collected 
as insurance contributions such amounts as are required to 
cover benefits and administrative expenses. The rates of 
contribution should be adjusted at intervals, say five years, 
to avoid small fractional annual adjustments. Small surpluses 
of receipts might emerge in some years, and to the extent 
not offset by small deficits in other years, a modest “re- 
serve’ would be created, Under this system the contribution 
rates would gradually rise and level off eventually as a 
long-range balance was achieved between workers and bene- 
ficiaries. Should it be decided to resort to the fiction of the 
general taxpayers as a third group of contributors prior to 
arriving at the maximum level of direct contributory rates, 
this could be done by halting further advances of these 
direct rates. 

Such a plan would be economically sound, for it would 
divert from current income an amount proportionate to the 
quantity of currently produced goods and services which 
the beneficiaries are to receive and consume. It would be 
fiscally sound, for all of the special taxes collected would 
go to the purpose designated and not to other concealed 
purposes under the false pretense of a reserve. It would 
be actuarially sound, for the obligations of each year would 
be met from the resources of that year. There would be no 
bugaboo of vast future accruing liabilities such as is now 
invoked to show that even the present reserve is too small. 
From now to the end of time, the only way a nation can 
“insure” itself is by setting aside, year by year, current re- 
sources to meet the current obligations, As the obligations 
gtow, the proportionate diversion from current resources 
must likewise increase. Nor can an illusory reserve, how- 
ever large, diminish that diversion by one whit, 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 
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